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Discussant's Response to 
Critical Requirements of a System 
of Internal Accounting Control 
Jay M. Smith, Jr. 
Brigham Young University 
The first time I met Bob Sack was as a participant in the 1976 Trueblood 
Seminar that I attended. Bob led many of the case discussions we had, and I was 
impressed with his forthrightness and succinct comments. Many of you have pro-
bably had similar experiences with Bob. It was not surprising, therefore, to find 
Bob's paper also very succinct. So succinct at times, that the transition seemed to 
be missing between sections. For example, in the first part of the paper, Bob 
stresses that there are three levels at which one can address the subject of controls: 
(1) accurate financial statements, (2) protection of assets, and (3) development of 
operating and analytical data. He seems to argue that any controls at the third 
level would encompass any controls at the two higher levels, and that at the third 
level, a lower level of materiality would be required than would be true of the 
other two levels. He then selects the third level for his paper, but the body of the 
paper never touches this point again, either to substantiate the claim of all-
inclusiveness, or to indicate how his critical requirements would have differed if a 
higher level of objectives had been selected. I found that one must read carefully to 
capture all the nuances Bob is implying. In fact, filling in between the lines is 
somewhat risky, for one is never sure if he is filling them in the way Bob would do 
it. On the other hand, on a topic like internal control, I, as a discussant, must ad-
mit that brevity and succinctness is a quality to be admired. 
After receiving Bob's paper last week, I read through it and then decided I 
should do a little catching up myself on the internal control literature of the past 
few months, both from official sources and otherwise. I have found it increasingly 
difficult to keep up on accounting developments to use in the intermediate ac-
counting text I am involved with and also keep current in auditing literature. 
Reading material in either one by itself is a full job. Thus, some of the incoming 
auditing material had been filed in that proverbial drawer marked " T o Be Read 
Later." "Later" arrived, and I went through the pile and identified the many 
pamphlets, articles, research reports, exposure drafts, and statements issued on 
the general topic of internal control. The FCPA has triggered a flurry of activity 
by almost everybody even tangentially related to accounting in the general topic of 
internal control. Just a comment on the inevitable move to alphabetical iden-
tifiers. F C P A sounds like some special type of C P A . Perhaps it is fitting to have 
accountants increasingly involved in an act that almost bears the name of the pro-
fession. 
Most of the publications I scanned were prepared by national C P A firms and 
were directed to management in an attempt to help them meet their newly defined 
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responsibility concerning maintaining an adequate internal control system to 
safeguard assets and maintain meaningful and accurate records. Some were ad-
dressed to C P A ' s and dealt with the auditor's role in assuring readers of the ade-
quacy of the internal control system. Almost all of the articles referred somewhere 
to the FCPA, and discussed how it was going to affect the auditor's role in 
evaluating and reporting on internal control. Few of them discussed criteria for 
evaluating a control system. Generally, the material merely observed that stand-
ards were lacking and that the profession was addressing the problem. 
Turning back to Bob's paper, it became more clear that he was trying to set 
up a framework for such criteria. He calls them critical requirements that a 
system must have. By critical, I assume he means that no internal control system 
can be evaluated as "good" or "adequate" without these ingredients. These re-
quirements are then separated by Bob into two parts—elements and 
characteristics—plus one super element that overrides all the rest. This division 
confuses me. I have looked in vain in the paper for a definitional distinction be-
tween the terms, but I found none. In fact, it took some careful review to see what 
Bob had identified as elements and characteristics. The list is as follows: 
Critical Elements of a System of Internal Control 
1. Checks and balances 
2. Policies and procedures 
3. Capable people 
4.Oversight and supervision. 
Critical Characteristics of a System of Internal Control 
1. A cost/benefit relationship 
2.Specific and anticipatory 
3. Implementability 
Overriding Element 
1. Leadership 
Webster defines an element as a constituent part; one of the factors determin-
ing the outcome of a process. A characteristic is defined as a distinguishing trait, 
quality, or property. As I reread the paper, I found myself asking, "Is this item 
really an element or a characteristic?" For example, "capable people" could be 
considered an essential element of the control system, but it also represents a 
quality that must exist in all parts of the system. As a further level of capable peo-
ple, Bob has identified "leadership'' ability and attitude as an overriding element. 
As indicated earlier, much of the recent literature has emphasized the objec-
tives a system should have and hasn't addressed the question of what criteria is 
needed for a good system. One classification of accountants interested in 
establishing criteria is the auditing textbook writer. A review of recently pub-
lished textbooks on my book shelves revealed a great diversity, both in ter-
minology and content, in lists prepared of internal control essential requirements. 
The summary chart in the Appendix illustrates the problem. In some cases, I had 
to stretch the concept to fit a given category. The sources are listed across the top 
with criteria down the side. I used criteria because no one else did. Details of the 
sources are also included in the Appendix. 
Several observations could be made based on my somewhat limited survey of 
textbooks. I hope I didn't miss someone's favorite text. 
First, there really are no accepted terms that are emerging as descriptive of the 
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criteria. Elements, characteristics, conditions, features, principles, factors—all of 
them are used interchangeably in the current texts. 
Second, I found no one that included in their lists two different levels of 
criteria such as Bob developed. In fact, no one included in their lists cost/benefit 
analysis, although somewhere in the discussion, the trade-off between costs and 
benefits was included. None of the other sources included implementability, 
perhaps because it was taken for granted that any system had to be implementable. 
Third, most discussions were very brief and broad in scope. The one notable 
exception was Rod Anderson's taxonomical treatment. I have reproduced the 
topical outline of the seven control elements he defines with his subdivisions of 
those elements that he includes in Chapter 7 of his exciting two-volume text. (See 
Appendix.) I want to revisit that chapter when I have more time to digest all that 
Rod has to offer. 
Fourth, although the broad objectives of the F C P A called for a periodic recon-
ciliation of the assets and the records, only two textbooks included this concept as 
a specific item in their lists. The concept was not identified in Bob's paper. 
Another objective included in the F C P A and included in almost all of the lists ex-
cept Bob's was physical control over assets and records, or the safeguarding of 
assets. I'm really not sure how Bob looks at this area. As I indicated earlier, he 
listed this ingredient as a possible objective of an internal control system, accepted 
a lower objective, and indicated that maybe it was cheaper to insure against asset 
loss than to provide a system to protect the asset. I'm sure the cost of insurance 
would rise if there was no system to protect the asset. 
Fifth, almost all of the criteria in the lists were static in nature. They em-
phasized the elements that should be present in a system at a point in time. I only 
found one of the sources that discussed the need to provide for continuous 
development of the system as conditions change. The Minihan report issued in 
1979 by the A I C P A identified this characteristic as "monitoring," their last 
phase of a three phase approach. I didn't see any reference to this element in 
Bob's paper, but I consider it to be a critical requirement for any internal control 
system. Perhaps a good term to describe this criterion would be "adaptability." 
The system must be established to be sensitive to changed conditions. I had per-
sonal experience with this in my one "missing asset" audit experience while in 
public accounting. It involved a country club in Southern California. There had 
been no control problems year in and year out, and then the environment 
changed. A n essentially cash-oriented club permitted members to charge their ac-
counts. Within six months, the entire control system had disintegrated. Cash was 
unaccounted for, and the records were in shambles. There was no procedure for 
monitoring the system and adapting it to the changed conditions. I would consider 
this to be a critical requirement, feature, element, characteristic or whatever in 
any system. 
After making this brief survey, I am convinced we need a conceptual 
framework for internal control systems. I do not think Bob's list is complete nor 
always mutually exclusive in coverage. But neither were any of the others I looked 
at. A standardization of terms and professional agreement as to the level of objec-
tives, the degree of materiality required, and the critical requirements of the con-
trol system are needed. I did not see this developed in the Minihan report. Before 
auditors can be expected to evaluate internal control systems, there must be more 
agreement as to what constitutes an acceptable system. 
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Enough of these comments on the overview of Bob's paper. Let me say a few 
things about some of Bob's specific comments on individual elements and 
characteristics. In the discussion of "capable people" and later in discussing 
"leadership," Bob emphasizes the importance of basic integrity in the leaders and 
members of the organization. While no one would argue that such an ingredient is 
not desirable, it becomes a very difficult element to obtain or evaluate. We will be 
having presentations tomorrow on the subject of management fraud. As Steve 
Albrecht and Marshall Romney have emphasized in their study, part of the prob-
lem creating the increase in fraudulent acts is the environment within which 
business operates. With a constant erosion of personal integrity evidenced in 
government and business activities, it is easy for people in the system to rational-
ize their failure to observe the system or even to overtly circumvent it. Control 
systems are designed to prevent and/or detect honest mistakes and intentional 
mistakes. If the basic integrity of personnel were unquestionable, the system 
would only have to be concerned with honest mistakes and, because of this, could 
be less complex and specifically directed to just this area. However, because no 
one has designed a successful measuring device for personal integrity, we can 
never know objectively how the people in a system rate as to personal integrity. It 
seems that the system, therefore, must assume a level of integrity equal to the 
average integrity of society at the time, and thus systems must establish controls 
more extensive than might be the case in a more perfect world. 
This, of course, leads naturally to the cost/benefit relationship. The F C P A 
stresses that the controls should provide "reasonable assurance." As Bob points 
out there is no mention of cost in the bill, but at least one U.S. Congressman who 
is not identified in the paper has verified that the cost/benefit trade-off was con-
sidered but then left to the courts to evaluate. To me, that seems like an extremely 
inefficient way to deal with this basic issue. Not only is using the court system ex-
pensive for all parties, but it is time consuming and does not always lead to a 
workable and fair conclusion. 
The quotation Bob included from the sponsor of the bill seems to imply that 
any cost is justifiable because of the overall societal benefit which, though not 
measurable, is always felt to be large. 
We have still had very little solid research in the area of cost/benefit analysis. 
The same type of analysis is needed by auditors when they must decide between 
compliance and substantive audit tests and select that set of procedures that leads 
to a solution of minimum costs with maximum assurance. I personally do not 
think societal benefits can be brought into either analysis. A n auditor must 
evaluate long-term benefits to his firm that operates in a free enterprise system and 
so must a company in evaluating its control system. Not only is there a benefit 
from avoiding loss by safeguarding assets, but there is a benefit competitively by 
establishing an image of integrity and orderliness that well-oiled systems can 
generate to employees, customers, suppliers, and the government. No one can 
produce numbers to place on this benefit but management itself. 
In their several volume work on internal controls, Price Waterhouse 
recognizes the difficulty of measuring the cost and benefits in the following state-
ment: 
Cost-benefit analysis for internal accounting control is an emerging prac-
tice that will evolve as experience is gained through implementation. Cost-
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benefit analysis should not be ignored simply because it is practically dif-
ficult, nor simply because it is not yet well defined.1 
They go on to discuss a practical approach to the problem, and this seems to be a 
type of analysis which must be done to reach more desirable conclusions in this 
area. I don't think Bob gives too much help in carrying out this need. He primar-
ily argues that it should be a consideration, and again, I cannot disagree. 
A third specific area that I would like to comment on is the error analysis ap-
proach to internal control review that Bob introduces under the heading, 
"specific and anticipatory." I'm not sure if that title really captures what Bob is 
saying. Two basic approaches to dealing specifically with internal control analysis 
seem to be developing. One relates to establishing control objectives and evaluates 
the system against the objectives. This approach, for example, is used by Arthur 
Andersen & Co. in their booklet on internal controls. They divide five processing 
cycles into 117 objectives for analysis. The recently issued SAS exposure draft, 
"Financial Statement Assertions, Related Audit Objectives, and the Design of 
Substantive Tests" suggests this approach as being preferable. Another approach 
to the analysis is to focus on the specific errors that could occur in any system and 
to evaluate the controls that are in place to prevent or detect these errors. This ap-
proach focuses on the mirror image of the objective. Perhaps the major advantage 
of the error analysis approach is its specificity. For example, a common internal 
control objective is "Each authorized order should be accurately shipped on a 
timely basis." Restating this from an error analysis approach, the following 
specific errors could be identified and analyzed. 
I. Goods shipped differed from goods ordered. 
A . Goods ordered but never shipped. 
B. Goods shipped but never ordered. 
C. Goods shipped but in a different quantity or different quality from 
that ordered. 
II. Wrong time period credited for the sale. 
A . Goods invoiced in one period, but shipped in a subsequent 
period. 
B. Goods shipped in one period, but invoiced in subsequent period. 
In my research project with Peat, Marwick, Mitchell & Co., I attempted to 
establish criteria to determine what substantive audit procedures are required, 
regardless of the circumstances, and which ones can be deleted if accounting con-
trols are found to be sufficient. I found conceptually the task much easier to pur-
sue when I analyzed specific error types than when I tried to analyze this problem 
from an objectives approach. A t least two national firms are approaching their 
analysis in the way Bob suggests: his own, Touche Ross and Co., and Deloitte, 
Haskins and Sells. It was also discussed by Loebbecke and Zuber in the February 
1980 Journal of Accounting article, "Evaluating Internal Control." I believe 
it is an area that deserves much more attention and evaluation than it has re-
ceived. 
There are many other items that I could comment on, many again that are 
found between Bob's lines. He has touched on many topics that are germane to 
this field. I would, however, like to conclude my remarks by commenting on the 
oversight element. I make a plea from an educator for the profession to cease its 
negative posture on accepting added responsibility for evaluation of a client's in-
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ternal control system and, in the place of these efforts, more actively pursue the 
development of the critical requirements against which any control system can be 
evaluated. There are many subjective elements to internal control evaluation, but 
so are there in the evaluation that leads to audit opinion. Why must the profession 
always be pulled protesting into the lights of a new arena? Why can't we for once 
be ahead of the SEC and Congress in cleaning our houses or accepting respon-
sibility that only we can best meet? 
I was personally pleased when the Cohen Commission on Auditor's Respon-
sibilities concluded: 
A major step in implementing the commission's proposed evaluation, 
which should be adopted as soon as possible, would require the auditor to 
expand his study and evaluation of the controls over the accounting 
system to form a conclusion as to the functioning of the internal account-
ing system.2 
Since this recommendation was made, I have been discouraged by the profes-
sional accountants who have spent much of their effort trying to prove that this 
major step is neither possible nor desirable. Typifying this negative approach to 
this vital issue was an article that appeared in the May issue of the C P A Journal. 
A partner of a national C P A firm concluded the article by saying: 
The passage of the Foreign Corrupt Practices Act has added to the increas-
ingly heavy burden that practitioners and corporations have to bear. It 
should not become the basis for imposing additional impractical re-
quirements, however well-intended.3 
The requirement referred to was the proposed reporting on internal control still 
under SEC study. I think our profession is capable of establishing the critical re-
quirements for a system of internal controls and of adding an independent evalua-
tion on top of management's oversight and evaluation. The currently outstanding 
exposure draft "Reporting on Internal Accounting Control'' is a step in the right 
direction. I think the SEC's proposed requirement, by-and-large, is a reasonable 
request. I do feel badly that the request must always come initially from outside 
the profession and result in a law that forces action in a legal environment. 
Footnotes 
1. Guide to Accounting Controls, "Establishing, Evaluating, and Monitoring Control 
Systems," #1, (New York: Price Waterhouse & Co., 1979), p. 26. 
2. The Commission on Auditor's Responsibilities: Report, Conclusions, and Recommendations, '' 
(New York: The Commission on Auditor's Responsibilities), p. 60. 
3. Chazon, Charles, " A n Accountant Looks at the F C P A , " CPA Journal, May 1980, p. 45. 
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E L E M E N T S OF I N T E R N A L C O N T R O L 
Rodney J. Anderson 
I. Organizational Controls 
A . Honest and competent personnel 
B. Segregation of functions 
C. Overall plan of organization 
D. Accounting/finance plan 
II. Systems Development Controls 
III. Authorization and Reporting Controls 
A . General authorization, specific authorization, and approvals 
B. Budgets, responsibility reporting, management information system 
IV. Accounting Systems Controls 
A . Ensuring that the transactions are initially recorded 
B. General ledger and chart of accounts 
C. Journals, sub-ledgers, balancing routines 
D. Document design 
E. Cost accounting 
V . Additional Safeguarding Controls 
A . Restricted access 
B. Periodic count and comparison 
C. Protection of records 
D. Insurance 
VI. Management Supervisory Controls 
VII. Documentation Controls 
Source: Anderson, R.J., The External Audit, Volume 1, Concepts and Tech-
niques, (Toronto: Copp, Clark Pitman, 1977), p. 142. 
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